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(c) The two basic categories of incen-
tive contracts are fixed-price incentive
contracts (see 16.403 and 16.404) and
cost-reimbursement incentive con-
tracts (see 16.405). Since it is usually to
the Government’s advantage for the
contractor to assume substantial cost
responsibility and an appropriate share
of the cost risk, fixed-price incentive
contracts are preferred when contract
costs and performance requirements
are reasonably certain. Cost-reim-
bursement incentive contracts are sub-
ject to the overall limitations in 16.301
that apply to all cost-reimbursement
contracts.

(d) Award-fee contracts are a type of
incentive contract.

[48 FR 42219, Sept. 19, 1983, as amended at 62
FR 12695, Mar. 17, 1997]

16.402 Application of predetermined,
formula-type incentives.

16.402–1 Cost incentives.
(a) Most incentive contracts include

only cost incentives, which take the
form of a profit or fee adjustment for-
mula and are intended to motivate the
contractor to effectively manage costs.
No incentive contract may provide for
other incentives without also providing
a cost incentive (or constraint).

(b) Except for award-fee contracts
(see 16.404 and 16.405–2), incentive con-
tracts include a target cost, a target
profit or fee, and a profit or fee adjust-
ment formula that (within the con-
straints of a price ceiling or minimum
and maximum fee) provides that—

(1) Actual cost that meets the target
will result in the target profit or fee;

(2) Actual cost that exceeds the tar-
get will result in downward adjustment
of target profit or fee; and

(3) Actual cost that is below the tar-
get will result in upward adjustment of
target profit or fee.

[48 FR 42219, Sept. 19, 1983, as amended at 62
FR 12696, Mar. 17, 1997; 62 FR 51379, Oct. 1,
1997]

16.402–2 Performance incentives.
(a) Performance incentives may be

considered in connection with specific
product characteristics (e.g., a missile
range, an aircraft speed, an engine
thrust, or a vehicle maneuverability)
or other specific elements of the con-

tractor’s performance. These incen-
tives should be designed to relate profit
or fee to results achieved by the con-
tractor, compared with specified tar-
gets.

(b) To the maximum extent prac-
ticable, positive and negative perform-
ance incentives shall be considered in
connection with service contracts for
performance of objectively measurable
tasks when quality of performance is
critical and incentives are likely to
motivate the contractor.

(c) Technical performance incentives
may be particularly appropriate in
major systems contracts, both in devel-
opment (when performance objectives
are known and the fabrication of proto-
types for test and evaluation is re-
quired) and in production (if improved
performance is attainable and highly
desirable to the Government).

(d) Technical performance incentives
may involve a variety of specific char-
acteristics that contribute to the over-
all performance of the end item. Ac-
cordingly, the incentives on individual
technical characteristics must be bal-
anced so that no one of them is exag-
gerated to the detriment of the overall
performance of the end item.

(e) Performance tests and/or assess-
ments of work performance are gen-
erally essential in order to determine
the degree of attainment of perform-
ance targets. Therefore, the contract
must be as specific as possible in estab-
lishing test criteria (such as testing
conditions, instrumentation precision,
and data interpretation) and perform-
ance standards (such as the quality lev-
els of services to be provided).

(f) Because performance incentives
present complex problems in contract
administration, the contracting officer
should negotiate them in full coordina-
tion with Government engineering and
pricing specialists.

(g) It is essential that the Govern-
ment and contractor agree explicitly
on the effect that contract changes
(e.g., pursuant to the Changes clause)
will have on performance incentives.

(h) The contracting officer must ex-
ercise care, in establishing perform-
ance criteria, to recognize that the
contractor should not be rewarded or
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